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Review of Literature 

 Hedge funds are small, private pools of capital that trade in the markets. 

Within the last several years these small corporations have come more into the 

public eye than ever before. Hedge funds have recently grown in both number 

and their ability to impact the market. Though hedge funds have been gaining 

attention over the last 10 years they still maintain a certain level of ambiguity in 

the financial world. Their low profiles as investors have led to low levels of 

Security and Exchange Commission (SEC) regulation (Fung and Hsieh, 2005). 

This allows hedge funds to trade flexibly making them uniquely qualified to 

practice what is known as hedge fund activism, a trading style in which hedge 

funds buy large portions of a company in order to make changes that will make 

the company more profitable. 

  Most of the studies done on hedge fund activism have focused on a 61 

day period surrounding and including the filing date of what is called a 13D 

report. This report simply describes how much of the company the hedge fund is 

purchasing and why. While this gives insight into the effects of hedge fund 

activism on their target companies over a short term period, little has been done 

to examine the long term impacts of hedge fund activism. In the past economists 

have hypothesized that the presence of hedge funds in the markets could 

destabilize them (Brown, 2001). The notion that traditional trading could impact 

the markets was disproved by the findings of Josef Lakonishok, Andrei Schleifer, 

and Robert W. Vishny, published in their paper Impact of Institutional Trading on 
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Stock Prices (1992). This study found that even institutional investors, which 

make up approximately 70% of the trading volume of the markets, are unable to 

cause a noticeable or destabilizing impact solely due to their standard trading 

practices. This should be enough to put any ideas about traditional hedge fund 

trading causing market movements to rest. Additionally, Fung and Hsieh (2005) 

found that while it is unlikely that the presence and trading of traditional hedge 

funds will impact the markets it may be possible for activist hedge funds to affect 

their target companies enough to influence the overall markets. 

Taking up where Fung and Hsieh left off Song and Szewczyk conducted a 

study focusing on the effects of institutional investor activism. They found that 

while institutional investors are able to increase the share values of their targeted 

companies for a short period of time a “share value rebound” period is often seen 

during which the stock prices fall to the pre-activism levels again (Song and 

Szewczyk, 2003). From this one could extrapolate that hedge funds practicing 

activism would have similar affects on their target companies. Brav, Jiang, 

Randall, and Partnoy found, however, that hedge funds are in many ways better 

suited to practice activism and that their efforts may well have a longer lasting 

effect (Brav et. al 2006). While this has not yet been proven, it is supposed that 

the flexibility of hedge funds may allow them to act more quickly in becoming 

active in a company and allow them to take control more effectively, causing the 

effects of activism to be more lasting. For example, Clifford found in the study 

Value Creation or Destruction? that hedge funds are better suited to practicing 

activism because their trading styles make them more likely to look for 
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undervalued companies to intervene in. This is in sharp contrast to institutional 

investors who seek to invest in stable and well performing companies (Clifford 

2007). Additionally, Brav speculates that the effects of hedge fund activism may 

extend further than those of institutional investor activism due to the advantages 

in practicing activism that hedge funds have over institutional investors which 

include greater flexibility (Brav, Jiang, Randall, and Partnoy 2006). 

 Kahan and Rock (2006) conducted one of the first studies that analyzed 

the impact of hedge fund activism on their target companies and found that over 

a short term period that there is normally an abnormal jump of about 10% in the 

share value of the targeted company. Klein and Zur obtained similar results in 

their study, but also speculate that these effects, like those observed by Song 

and Szewczyk, may be short term (Klein and Zur, 2006). Klein and Zur propose 

that the hedge funds chief goal of hedge funds becoming active is to make a 

quick profit while harming the company overall (Klein and Zur, 2006).  

Stokman took the study further, analyzing the impacts of hedge fund 

activism over a period of 6 months. In this he analyzed many aspects of hedge 

fund activism and agrees with the previous research which suggests that hedge 

funds are better suited to practice activism. Again, Stokman found that the 

manner in which they select their target companies and their flexibility allows 

them to obtain better results from their activist efforts (Stokman, 2007). 

Additionally, Stokman found that the target companies experience a jump in 

share value of about 10%. Moreover he found that within the six month time 

period that his study focused on there was no “share value rebound period” 
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which suggests that the effects of hedge fund activism may, contrary to popular 

belief, be long term (Stokman 2007). 

 Additionally, Jiang found that activist hedge funds receive higher annual 

rates of return than non-activist hedge funds (Jiang, et. al 2008). From this Jiang 

hypothesized that hedge fund activism is going to become more popular in the 

future. This is because when hedge funds begin to notice that their activist 

counterparts are making more money than them they will begin to change their 

trading strategies in order to make their own companies more profitable (Jiang et. 

al 2008). 

 The recent proliferation of hedge funds in the world markets has led to 

much interest in the possible effects that they could have on the markets 

because of their flexibility. While it has been found that their presence alone is 

not enough to have a considerable impact on the markets many researchers are 

still anxious to see what impacts hedge fund activism could have on their target 

companies over extended periods of time, and what these impacts can mean to 

the markets. It is still unknown how hedge funds will impact the markets in the 

future, and whether or not this recent surge of activism will continue. It will be 

interesting to find what sort of impacts hedge fund activism will have on the 

targeted companies and on the markets as a whole over an extended period of 

time and whether or not this current phenomenon is likely to continue on into the 

future. 

Research Question/Hypotheses 
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 The purpose of this study is to determine what the long term effects of 

hedge fund activism are on their target companies and to determine whether 

activist funds tend to be more profitable than non activist funds. Additionally, this 

study attempts to determine whether traditional hedge funds or activist hedge 

funds receive higher annual returns and based upon this whether or not hedge 

fund activism is likely to increase in popularity in the future. 

Hypothesis 1- The stock price of the target company will increase by about 10% 

within the first 30 days following the start of the activist efforts and will remain 

stable for a 3 year period. 

Null Hypothesis 1- Hedge fund activism will have no impact on the stock price 

of the target company. 

Hypothesis 2- Activist hedge funds will receive annual returns 3% higher than 

non-activist funds. 

Null Hypothesis 2- Activist hedge funds will receive the same average annual 

returns as non-activist funds. 

Methodology 

 In order to determine the effects of hedge fund activism on the targeted 

companies and to determine whether or not the size of the hedge fund has an 

impact on the outcome of the activist effort this researcher will compile a list 

consisting of approximately 20 occurrences of hedge fund activism which took 

place from 2001-2005. This information will be gathered using the SEC Edgar 

database. The adjusted closes for each of the target companies will be followed 

for at least 1,125 days, extending from 30 days prior to the filing of the 13D report 
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and for at least 3 years following, depending on the filing date of the 13D. The 

data on the adjusted closes will be mined from Yahoo Finance. Additionally, the 

SEC Edgar database will be used to obtain information on the 13D filings 

themselves. 

 The adjusted closes of the target companies will be followed on a daily 

basis for a period of at least 1,125 days. This window consists of a 30 day period 

preceding the filing of the 13D report and at least 3 years following the filing of 

the form. The window includes 30 days before the filing date of the 13D because 

previous studies have shown that dramatic changes in the share values of the 

target company occur even before the 13D is filed because investors will learn of 

the hedge fund’s intentions before the transaction is actually made (Brav et al 

2006). The adjusted closes of the target company will be followed for at least 3 

years following this filing date as well so that this researcher can determine what 

the long term effects of hedge fund activism. 

 Additionally, this researcher will examine hedge fund activism from a 

different view point and ask the question “do activist hedge funds perform better 

than or worse than non-activist funds”. In order to do this this researcher will 

compare the annual returns of the hedge funds involved in the study and those of 

a similar number of non-activist funds, comparing both of these against the S&P 

500 to see whether or not activist hedge funds on average have higher returns 

than non-activist funds. This will give this researcher some insight into whether or 

not hedge fund activism is likely to continue into the future, because if it is more 

profitable than more traditional trading practices it will continue to exist. 
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The variables being controlled in this project are overall market 

movements and sector specific movements. These must be controlled for 

because any change in the share price of any given company, including the 

target companies, could simply be a result of overall market conditions and not a 

result of the hedge fund’s involvement in the company. In order to control for 

overall and sector specific market movements this researcher will track the S&P 

500 and 8 of the Sector Select SPDRS (XLF, XLI, XLE, XLY, XLK, XLU, XLB and 

XLV representing the financial, industrial, energy, consumer discretionary, 

technology, utilities, materials and healthcare sectors respectively) for the full 

1,125 day period. The adjusted closings of these indices will be compared 

against the returns of the target company in the regression analyses. By 

monitoring the major stock market indices this researcher will be able to easily 

identify the differences or similarities between overall market movements and the 

changes in share value caused by hedge fund activism.  Additionally, the overall 

viability of the company will need to be controlled as an external variable. This is 

because the previous success of the company will no doubt have an effect on its 

returns after the activist effort. For example, a company that had a history of 

trading at between $5 and $50 per share over a two month period cannot be 

expected to be as stable or as successful after the activist effort as a company 

that has been trading stably at $100 per share. As highly volatile stock is often an 

indication of an unstable company. In order to control for this variable the target 

companies chosen will be both fragile and successful ones in order to ensure 

that the study is not biased to either side. 
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The data for this project will be organized into an excel file which will 

include the name of the target company and of the hedge fund, the date that the 

shares were purchased and what the share price was when the shares were 

purchased. The daily share prices for every target company will be placed onto 

their own Excel tab along with the daily S&P 500 prices and the daily prices of 

the corresponding SPDR. The historical prices of the target company, the S&P 

500 and the SPDR will be modified to show the returns for all of these. This will 

be done by dividing the price on a specific date by the price on the previous date 

and subtracting one. All of this data, along with a dummy variable that indicates 

whether or not the hedge fund was invested on the date by placing a 0 next to a 

date without hedge fund investment and a 1 on a date when the hedge fund was 

invested, will be placed into a regression which will show how much of what 

happened to the share price of the target company was due to hedge fund 

investment and how much was due to market and sector movements. 

The data within the regressions will be analyzed as follows. The R 

squared will be examined in order to determine whether or not the regression 

represents an accurate model of the market that the target company is in. In 

effect, the higher the R squared the more valuable the data is. The next portion 

of the data that will be looked are the P values. The P values represent the 

correlation between the stock price in the target company and the given index, 

such as the S&P 500. The data that meets all of these requirements will be 

analyzed. In order to do this the coefficients will be examined. The three X 

coefficients that will be looked at will represent the impact on the change in stock 
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price of the target company, these include the S&P 500, the corresponding 

SPDR and the dummy variable. The coefficients will give a percentage of the 

change caused by the factor. For example, if the coefficient for the S&P 500 is 

.3498 then that will mean that about 35% of the change in the price of the stock 

of the target company was caused by movements in the S&P. 

The information on the returns to the activist and non-activist hedge funds 

will be obtained from the Bloomberg Financial database and will include monthly 

returns over a period of five years. This information will be stored in an excel file 

so that the average returns to the activist hedge funds can be graphed in 

comparison to the returns to non-activist funds which will give some insight into 

whether or not an activist trading style will gain popularity among hedge funds in 

the future.  

Although hedge fund activism has been around for many years many 

aspect of this topic have yet to be examined and there has been very little done 

to see what sort of effects it has on the target companies over long periods of 

time. While studies have shown that hedge fund activism is most often beneficial 

to the target companies during a much shorter 61 day window, it is unknown how 

it affects the target companies over the long term, which is the focus of this 

study, along with whether or not hedge fund size has anything to do with hedge 

fund success in activism. 

Results 

The final results of this study are as follows: Hedge fund activism has a 

negligible impact on the share values of the target companies over a long term 
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period and what impact it does have tends to be negative. Activist hedge funds 

do not attain significantly higher annual returns than non-activist hedge funds. 

These results are summarized in table 1. 

Table 1 

Stock 
Correlation 
w. SPX 

P-
Value 

Correlation 
w. Sector 
ETF 

P-
Value 

Correlation 
w. Hedge 
Funds 
Variable 

P-
Value 

R 
squared 

Pizza Inn        (0.0402) 80.51%              0.0466  72.86%           (0.0005) 82.82% 
         
0.0001  

SL Industrials         0.3032  1.66%              0.0157  88.90%            0.0028  13.69% 
         
0.0174  

Heidrick & Struggles         0.9016  0.00%              0.2998  0.64%            0.0031  12.76% 
         
0.2012  

Gyrodine         0.0504  53.45%              0.0790  18.22%           (0.0000) 99.47% 
         
0.0049  

Penn Virginia        (0.0458) 30.74%              0.7924  0.00%           (0.0002) 82.09% 
         
0.3172  

Cornell Companies         0.5749  0.00%              0.1986  4.99%           (0.0000) 96.70% 
         
0.1136  

SPX Corp         0.4380  0.01%              0.6235  0.00%            0.0019  4.94% 
         
0.2535  

Salton Inc.        (0.0289) 96.63%              0.3872  49.46%            0.0016  80.52% 
         
0.0015  

PRG Schultz         1.1418  0.11%             (0.2319) 27.36%            0.0020  56.86% 
         
0.0168  

Computer Horizons        (0.6630) 0.42%              0.1832  34.96%            0.0005  83.39% 
         
0.0159  

Red Envelope         0.6180  32.88%             (0.4925) 35.36%           (0.0027) 61.43% 
         
0.0011  

Krispy Kreme         0.8829  0.04%              0.6855  0.09%            0.0049  4.78% 
         
0.1335  

Warwick Valley         0.2088  0.90%             (0.1099) 14.37%           (0.0011) 43.14% 
         
0.0054  

Aftermarket         0.9551  0.00%              0.1340  29.61%            0.0009  59.98% 
         
0.1305  

MI Developments         0.4337  0.00%              0.0927  5.85%           (0.0000) 99.26% 
         
0.1174  

Leucadia         0.7973  0.00%              0.1834  0.00%            0.0006  44.24% 
         
0.3515  

Circuit City         0.2405  22.06%              1.1901  0.00%           (0.0027) 17.73% 
         
0.1974  

Bally Total Fitness         0.4261  40.57%             (0.1869) 66.06%            0.0005  90.13% 
         
0.0010  

Argonaut Tech.        (0.4766) 19.17%              0.8622  2.97%           (0.0043) 38.21% 
         
0.0042  

 

The P values for each given variable represent the correlation of the target 

company’s stock price with that variable. In this case, the lower the P value the 

more correlated the stock price is to the variable. For the purposes of this study if 

the P value is under 5% then the stock price is considered correlated to the 



 12 

variable. So, for example, the stock price of SL Industrials has a P value of 

1.66% with respect to the S&P 500, which suggests that the stock price of SL 

Industrials is highly correlated to the movements of the S&P 500. On the other 

hand, Gyrodine has a P value of 99.47% with respect to hedge fund investment. 

This means that there is virtually no correlation between hedge fund investment 

and the stock price of Gyrodine. As previously stated, the R squared indicates 

whether or not the data represents an accurate model of the market. A higher R 

squared means a more accurate model. 

The next important values to be looked at within the table are the 

coefficients. The coefficients tell what portion of what happened to the stock price 

was caused by the given variable. For example, if the coefficient of the S&P 500 

is .50 that would mean that 50% of the change in the stock price of the target 

company was caused by the movements of the S&P 500. The most important 

thing to note in table 1 is that the coefficients for the investment of the hedge 

fund are all under 1%. It is also important to be aware of the fact that the 

coefficients are presented in absolute value form, which is to say that it is simply 

the portion of the change caused by the given variable and indicates nothing 

about whether the impact it had is positive or negative.  

Figure A on the next page is an example of the output of the regression 

analyses. The regression plots the movements of the S&P 500, the 

corresponding SPDR, in this case XLP-the consumer discretionary SPDR, the 

stock of the target company, and investment of the hedge fund. The graph simply 

serves as a visual representation of the movements of all of the variables, 
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allowing one to see whether or not the variables moved together and what 

variable the movement of the stock price was most similar to. 

Figure A 
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Conclusions 

While the hypothesis driving this study is that hedge fund activism has a 

positive long term impact on the target companies, this study has proven 

something quite different to be true. Based upon the daily stock returns of these 

20 target companies followed for over three years this study concludes that 

hedge fund activism typically has almost no impact on the stock price of the 

target company, and what impact it has is generally negative, proving null 

hypothesis 1 true. These results go directly against the findings of several 

previous studies, including the study that this paper is based upon, Hedge Fund 

Activism, Corporate Governance and Firm Performance (Brav et. al 2005), which 

found that hedge fund activism causes the share values of the target company to 
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jump about 7%. The findings of this study suggest that hedge funds are 

essentially unable to impact the overall markets. Previous studies have shown 

that traditional hedge fund trading is not able to have any real impact on the 

markets but suggested that hedge fund activism may be the way in which hedge 

funds could effect changes in the overall markets (Fung and Hsieh, 2005). While 

this hypothesis has been supported by several previous studies this study casts 

that idea into doubt. 

 The discrepant results obtained probably come from differences in 

methods for controlling for overall market movements. While this study used a 

regression analysis to determine the correlation between the changes in stock 

price of the target company and changes in the S&P 500 earlier studies have 

simply used the S&P 500 as a benchmark. The difference being that this study 

analyzed what the change in stock price was most caused by and previous 

studies compared the percent increase in stock price with percent increase in the 

value of the S&P 500 (Brav et. al 2008). It is likely that this fundamental 

difference in the way the data was viewed caused the discrepant results. 

 This study, as all studies, has limitations. One limitation of time study is a 

necessarily small number of occurrences of hedge fund activism. This study 

contains 20 occurrences, which is certainly enough to glean some very good 

data from, but is not ideal. The study was limited to 20 target companies because 

of the difficulty of finding occurrences of hedge fund activism. This is a difficult 

process because hedge funds prefer to keep all of their transactions as low 

profile as possible, and as a result do everything in their power to keep from 
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having to file 13 D reports. Additionally, this study is limited in the way in which it 

monitors hedge fund investment. Ideally, the investment of the hedge fund would 

be monitored by the actual size of the investment on a daily basis, rather than as 

a dummy variable indicating whether or not the investment had taken place. 

The results lead to the following conclusions: Firstly, additional research 

will be necessary to determine whether or not hedge fund activism has any 

positive effects on the share values of the target company, as this study’s results 

stand in sharp contrast to the results of previous studies. Secondly, hedge fund 

activism will likely continue on into the future but will not gain popularity. This 

conclusion can be drawn because of the fact that hedge fund activism is no more 

profitable than traditional hedge fund trading so there is no incentive for hedge 

funds to convert their trading strategies.  

This study has given some insight into the long term impacts of hedge 

fund activism on their target companies. It is not, however, the final piece of the 

puzzle. This study has unearthed cause for doubt in the findings of previous 

studies that suggest that hedge fund activism has a significant positive impact on 

target companies. In the future this study should be expanded to include many 

more occurrences of hedge fund activism. Additionally, future research should 

control for several more variables, possibly also charting the stock prices of 

companies in the same field as the target company, further controlling for any 

changes in the sector. It is with the hope that this study can be expanded to lead 

to more conclusive results about the long term impacts of hedge fund activism on 
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the markets that this study is conducted. It will be interesting to see what future 

research will find and what place this study will have in that research. 
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